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OPINION

This appeal is made pursuant to section 25666" of the Revenue and Taxation Code
from the action of the Franchise Tax Board on the protest of Did Finance Company of Cdifornia,
0195592, Taxpayer, and Norwest Financial California, Inc., 1123481, Assumer and/or Transferee, et
a., againg proposed assessments of additiond franchise tax in the amounts and for the income years as
follows

¥ Unless otherwise specified, all section references are to sections of the Revenue and Taxation Code asin effect for
theincomeyear inissue.
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Income Proposed

Years Assessments
Did Finance Company of Cdifornia, 1978 $126,971
0195592, Taxpayer, and Norwest 1979 99,547
Financid Cdifornia, Inc., 1123481, 1980 72,039
Assumer and/or Transferee 1981 202,751
Did Financia Corporation, 0738809, 1978 5,924
Taxpayer, and Norwest Financia 1979 7,204
Cdifornia, Inc., 1123481, 1980 4,424
Assumer and/or Transferee 1981 14,814

Theissue in this gpped is whether dividends received by the gppdlants from an
insurance company subsidiary were properly included in their combined reports as business income.

Did Finance Company of Cdifornia (Did Cdifornia) was a more-than-50-percent-
owned subsdiary of Did Financid Corp. (Did), aMissouri corporation domiciled in lowa. Both were
engaged in making persond loans. Centurion Life Insurance Company (Centurion) was a subsdiary of
Did which did businessin Cdiforniaand offered various kinds of insurance exclusively to customers of
Did and Did's subsidiaries. From 1978 through 1981, Centurion paid dividends to Did totaling over
$22 million.

Did and Did Cdifornia, operating as a unitary business, computed their Cdifornia
franchise tax liability using combined report procedures. Centurion, as an insurance company, paid only
agross premiums tax and its income and factors were excluded from Did's combined reports. Did
treated the dividends paid to it by Centurion as nonbusiness income and excluded them from business
income and the sales factor computation for Cdifornia. The Franchise Tax Board (FTB) determined
that the dividends congtituted apportionable business income and included them in the denominator (but
not the numerator) of the sdesfactor.

Appellants argue that the dividend income from Centurion was nonbusiness income.
They acknowledge that Centurion is unitary with Did under the unitary andysis of Butler Bros. v.
McColgan, 17 Cal.2d 664 [111 P.2d 334] (1941), &fd., 315 U.S. 501 [86 L.Ed.991] (1942), and
Edison Cdifornia Stores, Inc. v. McColgan, 30 Cal.2d 472 [183 P.2d 16] (1947), but argue that, since
the Cdifornia Congtitution and Legd Ruling 385 preclude insurance companies from being included in
Dial's combined report,?’ Centurion cannot be considered part of Dial's unitary business and a"unitary

Z The California Constitution exempts insurance companies from the franchise tax and subjects them to agross
premiumstax whichisin lieu of al other taxes. (Cal. Const., art. X111, § 28, subd. (f).) Accordingly, the Franchise Tax
Board excludes insurance companies from combined reports and formula apportionment procedures. (See generally
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andysis' cannot be made of the reationship of the business activities of Did and Centurion. Rather,
gppellants argue, the determination of whether the dividends are business or nonbusiness income “can
only be decided by applying the tests contained in Revenue and Taxation Code § 25120, subd. (a) to
Did's use of the Centurion stock itself, without regard to any connection between Did's and Centurion's
operaions.” (App. Reply Br. at 7.) Appdlants assert that the stock of Centurion was acquired and
managed as an investment and, therefore, under section 25120, the dividends paid on the stock were
nonbusinessincome. Appdlants aso argue that dassfying the dividends as business income violates
article X111, section 28, of the Cdifornia Congtitution and results in inequitable double taxation. In
addition, they contend that section 24410, which excludes from the income of a corporation
commercidly domiciled in Cdifornia dividends received from an insurance company, violates the equa
protection and the commerce clauses of the United States Congtitution.

The FTB contends that appellants misunderstand the combined report concept and its
relationship to the unitary business andysis and that the dividend income paid to Did was properly
classfied asbusinessincome. It aso argues that this board is not the proper forum for the condtitutiona
issues raised by the gppdlants. We agree with the FTB on both points.

Contrary to gppellant's assertions, unitary business analysis does apply even if an
insurance subsidiary cannot be included in the combined report. Simply because the operations of an
insurance company cannot be included in the combined report does not negate the fact that an insurance
company is part of the unitary business. Inclusion in acombined report does not determine whether
companies are unitary with one another, it isthe fact that companies are engaged in a unitary business
that determines whether they can be included in a combined report. Since, as appdlants admit, Did and
Centurion are part of asingle unitary business, it is perfectly gppropriate to goply unitary busness
principles to determineif these dividends are includible as business income, just as would be done with
the dividend income paid by aless-thanrwholly owned subsidiary (which cannot be included in the
combined report solely because of the ownership requirement) to a parent engaged in a unitary
business.

The Uniform Divison of Income for Tax Purposes Act (UDITPA) (Rev. & Tax. Code,
8§ 25120-25139) distinguishes between "businessincome,”" which must be apportioned by formula, and
"nonbusinessincome,” which is specificdly dlocated by stus or commercid domicile. The UDITPA
definition of businessincome involves two separate tedts, the transactiond test and the functiona test.
Under the functiond test, income is business income if the acquisition, management, and disposition of
the income-producing property condtitute integral parts of the taxpayer's regular trade or business
operations. (Apped of Kroehler Manufacturing Co., Cal. &t. Bd. of Equdl., Apr. 6, 1977.) If the
income-producing property in question isintegraly related to the unitary business activities of the
taxpayer, the income is business income subject to formula gpportionment. (Apped of Standard Ol
Company of Cdifornia, Ca. St. Bd. of Equal., Mar. 2, 1983.)

(..continued)
FTB 385, Ca. St. Tax. Rep. (CCH) New Matters 1 205-232.)
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The income-producing property in the instant apped, the stock of the unitary insurance
subsidiary, is clearly integraly related to the unitary business operations of the corporate group. In
and ogous Stuations we have held that such income is business income subject to formula
gpportionment. (Apped of Standard Oil Company of Cdifornia, supra; Apped of Occidenta
Petroleum Corporation, Cd. St. Bd. of Equdl., June 21, 1983.) We see no reason to deviate from
these holdings in this gppedl.

No prohibited taxation of insurance companies, nor impermissible double taxation, as
aleged by gppdlant, isinvolved here. Theincome being included is dividend income of the parent
recipient, not income of the payor insurance corporation. The fact that the Legidature has provided for
the deduction of intercompany dividends in Stuations other than appellant's does not alow this board or
the FTB to create new law to cover gppdlant's Stuation. We note that the FTB has properly included
the income in the sales factor denominator and not in the numerator, giving it appropriate recognition in
factors used to gpportion busnessincome. Thisisthe only adjustment to full incluson of the dividend
income that is dlowed under the law asit now stands.

Appdlant aso has offered certain condtitutiona arguments with respect to the dividend
exclusion limitation contained in section 24410 of the Revenue and Taxation Code. However, we are
prevented from considering such argumentsin view of section 3.5 of article 111 of the Cdifornia
Condgtitution which precludes a sate agency from determining that statutory provisons are
uncondtitutiona or unenforceable.
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ORDER

Pursuant to the views expressed in the opinion of the board on file in this proceeding,
and good cause gppearing therefor,

IT ISHEREBY ORDERED, ADJUDGED, AND DECREED, pursuant to section
25667 of the Revenue and Taxation Code, that the action of the Franchise Tax Board on the protests of
Diad Finance Company of Cdifornia, 0195592, Taxpayer, and Norwest Financial California, Inc.,
1123481, Assumer and/or Transferee, et d., againgt proposed assessments of additiond franchisetax in
the amounts and for the income years ended as follows:

Income Proposed

Years Assessments
Did Finance Company of Cdifornia, 1978 $126,971
0195592, Taxpayer, and Norwest 1979 99,547
Financid Cdifornialnc., 1123481, 1980 72,039
Assumer and/or Trandferee 1981 202,751
Dia Financia Corporation, 0738809, 1978 5,924
Taxpayer, and Norwest Financia 1979 7,204
Cdlifornia, Inc., 1123481, 1980 4,424
Assumer and/or Transferee 1981 14,814

be and the same is hereby sustained.

Done at Sacramento, Cdifornia, this 10th day of February, 1993, by the State Board of
Equalization, with Board Members Mr. Sherman, Mr. Fong, Mr. Dronenburg, and Ms. Scott present.

Brad Sherman , Chairman

Matthew K. Fong , Member

Ernest J. Dronenburg, Jr. , Member

Windie Scott* , Member

, Member

*For Gray Davis, per Government Code section 7.9
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